


duration ofl(b)(B) |employment with that entity.” A “post closing notation” in CMS for

this disclosure stated that|(b)(6) conflicts matter “was reviewed and approved by the
NGC” during it§(b)(6) meeting.

Both the FM Ethics July Memorandum and FHFA’s Management Response recognize that the
review process by FM Ethics was deficient in that it failed to identify Fannie Mae’s business
relationship with |(b)(6) |pri0r to January 2018 and|(b)(6)

(0)(6) | FHFA reports, in its Management Response, that the NCG
will be considering the deficiencies in FM Ethics’ review process “at the upcoming board
meeting”. We welcome all efforts to improve the robustness of the internal compliance function
at Fannie Mae. This Management Alert, however, focuses on the incomplete disclosures by

[(b)(6) | about

|(b)(6) | While FHFA, in its
Management Response, seeks to downplay the importance of these incomplete disclosures, we
hold the view that these incomplete disclosures ran afoul of Fannie Mae’s ethics authorities and
of |(b)(6) |t0 Fannie Mae employees to “always err on the side of
transparency’’ 1n conflicts disclosures and “proceed in a manner that all concerned would agree is
completely beyond reproach.”

2. |(b)(6) | FHFA-OIG Found That [(b)(6) [Failed to
Make Timely and Complete Conflict of Interest Disclosures Relating to [ih)(]

[(b)(6) |

In [(b)(6) we issued a Management Alert in which we reported the findings of our
administrative investigation into anonymous hotline complaints concerning the timeliness and

completeness of disclosures made by |(b)(6) regarding (b)(6)
[(b)(6) | During the period covered by that Management Alert, @
[(b)(6) [was|(b)(6) |a company with
which Fannie Mae conducts billions of dollars of business. Our investigation 1dentified repeated
failures by [p)(6) Jto timely and fully disclos¢(b)(6) |
[b)(6) las a potential conflict of interest to the NGC and to FM Ethics. 2
We found that[ip)failures to disclose were consequential, both because they demonstrated
repeated breaches of duty and because they deprived the NGC of the ability to exercise its

essential oversight responsibilities to address |(b)(6) actual or apparent conflict of
interest arising from|(b)(6) | We made]h\(gfecommendations to address these repeated
12 m
(b)(6)
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assessment and discussion. It reports, in its Management Response, that it “conducted a
preliminary review to determine the extent, if any, to Which|(b)(6) has been involved
in any business decisions related t0|(b)(6) since the date of
the recusal” and its “preliminary review has not found any involvement byfby |* It further
reports that the NGC, which has now been informed of |(b)(6) |

will consider at the upcoming board meeting “revisions to the recusal.”

Conclusion and Recommendation

FHFA has publicly acknowledged that its decision on alternative credit scoring models will have
significant effects on the industry. A decision of this magnitude must be subject to a well-
controlled process that ensures relevant information is taken into account when deliberating the
merits of policy options under consideration. The Enterprises’ participants in the process used
by FHFA to reach a decision on whether to accept alternative credit scoring models must be free
of potential, apparent, or actual conflicts of interest. FHFA has now determined not to proceed
with efforts to reach such decision during 2018 and to transfer its full efforts to working with the
Enterprises to implement the steps required under the Act.

As|(b)(6) lis bound by
Fannie Mae’s ethics authorities. Notwithstanding the commitment by the FHF A Director that

[(b)6) |

—|(b)(6) | based on Fannie Mae’s corporate records, it appears that I(b)(6) |
did not provide critical information thatfp | knew, or should have known, was relevant to[(p)(]
conflicts disclosures. [(b)(6) vas aware or should have been aware, from{(b)(Jreview of
[(b) recusal agreement, that FM Ethics and the NGC were not privy to this critical information,
which was relevant to any conflicts analysis and the scope of the mitigating controls put into
place to minimize the franchise risk to Fannie Mae (and FHFA) from the conflict. As a result,
one cannot presume that the terms of the existing recusal—recusal of {(b)(6) [from any
business decision presented t relating t—would preventhrom
participating in the assessment within Fannie Mae of the potential impact of {(b)(6) |
[(b)(6) |, or in discussions with FHFA about Fannie
Mae’s assessment, or in participating in discussions with FHFA about implementation of steps
required under the Act.

For those reasons, we recommend that, prior to the FHFA Director’s final decision on alternative
credit score models, FHFA:

e Promptly perform a comprehensive review of the conflict of interest implications arising
from |(b)(6) | possible involvement in Fannie Mae’s assessment of the
potential impact of |(b)(6) |
and possible discussions with FHFA about Fannie Mae’s assessment, in light of

(b)(6) employment of [(b)(6) lag(b)(6) | and
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e Ensure appropriate controls are in place to mitigate any potential, apparent, or actual
conflict of interest.
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Appendix A: FHFA’s Response to OIG’s Alert and Recommendations

Federal Housing Finance Agency

MEMORANDUM

ACE Laura Wertheimer, Inspector General
FROM: Melvin L. Watt, Director Q@

SUBJECT: Response to Draft Management Alert — Administrative Review of a Potential
Conflict of Interest Matter Involving a Senior Executive Officer of an Enterprise

DATE: July 23, 2018

Thank you for your draft Management Alert (Alert) referenced above (provided on July 16,
2018) and for the recommendations set out on page 15. While the Federal Housing Finance
Agency (FHFA) certainly agrees to and will implement both of the recommendations you
provided, I want to add the following responses and context.

As the Alert acknowledges, in{(D)(6) | shortly after[(b)(6) timely disclosed
that{B)(6)  |“wlould] be interviewing with an interestedm for a position as

[(b)(6) I’ [blexecuted a blanket recusal agreement covering any business decisions
related to|(0)(6) That recusal stated that it would continue in effect if[(°)(6)
accepted employment with|( b)(6) |and that |(b)(6) |agreed to communicate the
recusal to the Management Committee. The recusal remains in effect today. |(b)(6) |
has twice ([(b)(6) D) communicated the blanket recusal to the Fannie
Mae Management Committee. It will “continue for the duration of employment.”
Further, in response to your draft Management Alert, we have conducted a preliminary review to
determine the extent, if any, to which ((b)(6) as been involved in any business
decisions related to|(b)(6) since the date of the recusal.
This preliminary review has not found any involvement by (b)(G\T‘

In addition, Fannie Mae Ethics has alerted the Nominating and Corporate Governance
Committee (NCG) of the Fannie Mae Board both in |(b)( |and, [(b)(6) of
additional details of thg(0)(6) relationship with Fannie Mae since the recusal was put in

place in|(0)(6) Thefb1(6 Jupdate included business support activities by[(b)(6) in

1
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the (b)(6) [business. The pdate included >)(®)
|(b)(6) | We recognize that Fannie Mae Ethics Teview process was deficient in that it did

not previously identify these aspects of the business relationship. The NCG will be considering
this matter at the upcoming board meeting, including revisions to the recusal.

In light of several references in the Alert to FHFA’s Conservatorship Scorecard project that was
expected to lead to a decision by the end of 2018 on the Enterprises’ use of updated credit scores,
I note that FHFA announced today our decision to suspend the Scorecard project and, instead,
turn our full attention to proposing and finalizing a regulation to implement Section 310 of the
Economic Growth, Regulatory Relief, and Consumer Protection Act (the Act).

OIG Recommendations:

We recommend that, prior to the FHFA Director’s final decision on alternative credit score
models, FHFA:

* Promptly perform a comprehensive review of the conflict of interest implications arising
from [(b)(6) lpossible involvement in Fannie Mae's assessment of the potential
impact of |b)(6) bind

possible discussions with FHFA about Fannie Mae's assessment, in light of [(b)(6)

employment of k b)(6) |as (b)(6) and

® Ensure appropriate controls are in place to mitigate any potential, apparent, or actual
conflict of interest.

Management Response to Recommendations:

FHFA agrees with both recommendations. FHFA has instructed Fannie Mae to conduct a
comprehensive review of the conflict of interest implications of this matter and any appropriate
measures needed to enhance the conflicts review process. Further, in order to ensure that
appropriate controls are in place to mitigate any potential, apparent, or actual conflict of interest,
FHFA has instructed Fannie Mae to follow through with its plan to have the NCG consider the
sufficiency of the recusal. In the meantime, to eliminate any ambiguity, we have advised Fannie

Mae that FHFA considers|(b)(6) burrent recusal relating to [(b)(6) to extend to
participation in any matters relating to|(b)(6) |including Fannie Mae or FHFA

deliberations, discussions, or decisions about the alternative credit score assessment. This
includes discussions on implementation of Section 310 of the Act.

FHFA considers blanket recusals to be essential tools in controlling for conflicts of interest. A
recusal should reflect assessments of the significance of relationships, nature of the conflict, and
the potential for compromise or the appearance of compromise. Recusals should be reviewed

2
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and, if necessary, updated as new information is discovered that either increases or decreases
risk. FHFA does not believe, however, that every recusal |(0)(6) must
detail every separate project, proposal, or initiative that anises. Individual judgment, or lack
thereof, in applying a recusal must be allowed and individuals held accountable for violations

when they occur,

cc: Lawrence Stauffer, Acting Chief Operating Officer

John Major, Internal Controls and Audit Follow-up Manager
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